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SUPPLEMENTAL MEMORANDUM OPI NI ON

RUVE, Judge: This case is before the Court on petitioners’
nmotion for reconsideration of findings and opinion. On Novenber
29, 2004, we issued a Menorandum Opi ni on hol di ng that the Bensons
recei ved constructive dividends in 1989, 1990, 1993, and 1994.

Benson v. Commi ssioner, T.C Meno. 2004-272. In that Menor andum

Opinion, we stated the detailed facts of this case, which we
i ncorporate herein by this reference.

Section 6501(a)? generally bars the assessnment of a
deficiency after 3 years fromthe date the return was fil ed.
Section 6501(e) provides for a 6-year period of limtations if
the taxpayer omts nore than 25 percent of the gross incone
stated in the return. In our prior opinion, we noted that the
parties agreed in their briefs that our opinion on the nerits
woul d det erm ne whet her the section 6501(e) exception to the
period of limtations in section 6501(a) allows assessnent of the
deficiencies for 1989, 1990, 1993, and 1994.

As we noted in our prior opinion, section 6501(e)(1)(A)(ii)
provides that in determning the anount omtted from gross
i ncone, there shall not be taken into account any anmobunt omtted

if such anmount is disclosed in the return, or in a statenent

2 Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for the years in issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedure.
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attached to the return in a manner adequate to apprise the
Secretary of the nature and anount of such item In the briefs
subm tted before our opinion at T.C. Meno. 2004-272 was fil ed,
neither party raised the i ssue of adequate disclosure under
section 6501(e) (1) (A (ii).

After our opinion at T.C. Meno. 2004-272, petitioners filed
a notion for reconsideration. Petitioners now for the first tine
argue that the prior opinion did not provide a basis to resolve
t he question of whether petitioners Burton O and Elizabeth C
Benson (the Bensons) disclosed the understatenents of gross
income on their returns. Petitioners argue that their failure to
make this argunment before our previous opinion was due to the
conplexities of the way the case was presented and briefed. On
March 10, 2005, we granted petitioners’ notion for
reconsi deration of findings and opinion pursuant to Rule 161 with
respect to the application of section 6501(e).

I n Benson v. Conm ssioner, supra, we found that the Bensons

received itens of gross incone in 1989, 1990, 1993, and 1994 t hat
were not reported on their Forms 1040, U.S. Individual Incone Tax

Returns, as foll ows:

Tax Year
Description 1989 1990 1993 1994
ERG Recreati on acct. —- 1$686 $26, 000 $2, 698
ERG transfers to NPI $483, 098 — 3, 600, 000 160, 063
143 Alice Lane —- 336, 500 —- —-
Prop. taxes Alice Ln. —- —- 3,879 8, 196
Check ref: Carroll 296, 749 — - -

Aut onobi | e deducti ons 10, 624 23,676 28, 308 14, 723



Charitabl e deduction —- —- 50, 000 —-
Excess rent--Stanford —- 40, 067 46, 560 63, 444
Rent - - Lowel | 29, 400 29, 400 31, 020 41, 736
Director’s fees 6, 000 23, 000 42,000 49, 000
Townsend check —- —- —- 15, 000
Travel expenses —- —- —- 3,889
Legal expenses —- —- —- 4,033
Li fe i nsurance paynents 2,404 2,480 -- 4,781
Educati on paynents -- -- 2,599 9, 166
Royal ty i ncone 709 -- 570 586
Franklin dividend i ncone 193 691 987 1,072
For gi veness of debt incone -- -- -- 88, 291
Enpl oyee rel ati ons expenses -- -- -- 3,035
Tot al 629, 177 456, 500 3,831,923 469, 713

L' Al figures are rounded to the nearest dollar
2 Respondent conceded that the Bensons are entitled to a deduction of
$77,973 in 1989 with respect to | egal expenses.

The parties agree that the normal 3-year period of
limtations in section 6501(a) would bar assessnent of
deficiencies for these years unless the exception in section
6501(e) applies. Thus, we nmust deci de whether the 6-year period
of limtations provided by section 6501(e)(1) applies to the
Bensons’ 1989, 1990, 1993, and 1994 returns.?

Respondent argues that section 6501(e) (1) (A extended the
period of limtations to 6 years because the Bensons omtted
gross incone in excess of 25 percent of their reported gross
i ncone in 1989, 1990, 1993, and 1994. Respondent has the burden
of proving that the Bensons omtted nore than 25 percent of gross

i ncone. See Harlan v. Conm ssioner, 116 T.C 31, 39 (2001).

3 Respondent had al so argued that the exception to the
statute of limtations for fraud applied. See sec. 6501(c). 1In
Benson v. Conm ssioner, T.C Meno. 2004-272, we found that
respondent did not satisfy his burden of proving fraud by clear
and convi nci ng evi dence.
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Section 6501(a)* provides that the Commi ssioner shall assess
any tax due within 3 years after the taxpayer files a return.

Section 6501(e)(1)(A)°® provides an exception to the general 3-

4 Specifically, sec. 6501(a) provides:

the anobunt of any tax inposed by this title shall be
assessed within 3 years after the return was filed
(whet her or not such return was filed on or after the
date prescribed) * * * and no proceeding in court

w t hout assessnent for the collection of such tax shal
be begun after the expiration of such period.

5 Sec. 6501(e) provides in pertinent part:

SEC. 6501(e). Substantial Om ssion of Itens.--
Except as otherw se provided in subsection (c)--

(1) I'nconme taxes.--1n the case of any tax
i nposed by subtitle A--

(A) General rule.--1f the taxpayer omts
fromgross income an anount properly
i ncludible therein which is in excess of 25
percent of the anobunt of gross inconme stated
in the return, the tax may be assessed, or a
proceeding in court for the collection of
such tax may be begun w t hout assessnent, at
any time within 6 years after the return was
filed. For purposes of this subparagraph--

(1) I'n the case of a trade or
busi ness, the term “gross incone” neans
the total of the amounts received or
accrued fromthe sale of goods or
services (if such anpbunts are required
to be shown on the return) prior to
di m nution by the cost of such sales or
services; and

(1i) I'n determ ning the anount
omtted fromgross incone, there shal
not be taken into account any anobunt
(continued. . .)



- 6 -
year period of limtations prescribed by section 6501(a).
Section 6501(e)(1)(A) extends the period of limtations to 6
years when the taxpayer omts anmounts properly includable in
gross incone and the omtted anpbunts exceed 25 percent of the
reported gross incone.

“The test for the extended limtations period under section

6501(e) may be expressed as a fraction.” Harlan v. Conm ssioner,
supra at 40. In that fraction, the numerator is the anmount

properly includable in gross inconme that the taxpayer omtted
fromthe return. The denomi nator is the amount of gross incone
stated in the taxpayer’s return. See sec. 6501(e)(1)(A); Harlan

v. Conm ssioner, supra.

This Court has found that the section 61 definition of
“gross incone” generally applies to section 6501(e)(1)(A). E.g.

Hof f man v. Comm ssioner, 119 T.C 140, 148 (2002); Insulgl ass

Corp. v. Conmm ssioner, 84 T.C 203, 210 (1985). 1In the case of a

trade or business, however, section 6501(e)(1)(A) (i) nodifies the
term“gross incone” to nean “the total of the amounts received or

accrued fromthe sale of goods or services (if such anounts are

5(...continued)
which is omtted fromgross incone
stated in the return if such amount is
disclosed in the return, or in a
statenent attached to the return, in a
manner adequate to apprise the Secretary
of the nature and anmount of such item
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required to be shown on the return) prior to dimnution by the
cost of such sales or services”.

For a taxpayer who owns an interest in a partnership or an S
corporation, gross incone under section 6501(e)(1)(A) (i) includes
the taxpayer’s share of the entity’'s reported gross incone.

“[We have interpreted * * * [section 6501(e)(1)(A)(i)] as
requiring that a taxpayer’s gross incone include her share of the
partnership’ s gross receipts fromthe sale of goods or services.”

Hof f man v. Conm ssioner, supra at 148 (citing Harlan v.

Conmi ssi oner, supra); accord Estate of Klein v. Commi ssioner, 63

T.C. 585, 591 n.6 (1975), affd. 537 F.2d 701 (2d Cir. 1976)).
Wth respect to S corporations, section 1366(c) provides: “In
any case where it is necessary to determ ne the gross incone of a
shar ehol der for purposes of this title, such gross incone shal

i nclude the shareholder’s pro rata share of the gross incone of
the corporation.” Wen cal culating reported gross incone under
section 6501(e), taxpayers include their portion of an S

corporation’s gross inconme. Benderoff v. United States, 398 F.2d

132, 135 (8th G r. 1968); Roschuni v. Conmm ssioner, 44 T.C 80,

85-86 (1965); Grelin v. Comm ssioner, T.C Meno. 1988-338, affd.

wi t hout published opinion 891 F.2d 280 (3d Cr. 1989).
Furthernore, section 6501(e)(1)(A)(ii) provides that any
anount disclosed in the return, or in a statenent attached to the

return, shall not be considered as omtted gross inconme. These
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di scl osures nust adequately apprise the Comm ssioner of the
nature and anmount of the relevant item Sec. 6501(e)(1)(A)(ii).
The question of whether the taxpayer adequately disclosed an item

on the return is a factual question. Witesell v. Conm ssioner,

90 T.C. 702, 707-708 (1988).

The purpose of extending the period of limtations under
section 6501(e) is to level the playing field when the taxpayer’s
om ssion of inconme places the Conm ssioner at a disadvantage in

di scovering errors. Colony, Inc. v. Conmm ssioner, 357 U S. 28,

36 (1958). Interpreting a prior version of section 6501(e), the
Suprene Court stated that Congress extended the period of
l[imtations to allow the Conm ssioner additional tine “to
investigate tax returns in cases where, because of a taxpayer’s
om ssion to report sone taxable item the Conm ssioner is at a
speci al disadvantage in detecting errors. In such instances the
return on its face provides no clue to the existence of the
omtted item” |1d. To adequately apprise the Conm ssioner, “The
statenent nust be sufficiently detailed to alert the Comm ssioner
and his agents as to the nature of the transaction so that the
decision as to whether to select the return for audit may be a

reasonably inforned one.” Estate of Fry v. Conm ssioner, 88 T.C

1020, 1023 (1987). \Wile a taxpayer’s disclosure nust be nore
substantial than supplying the Comm ssioner with “a ‘clue’ which

woul d be sufficient to intrigue a Sherlock Hol nes”, the
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di scl osure need not recite every underlying fact. Quick’s Trust

v. Comm ssioner, 54 T.C 1336, 1347 (1970), affd. 444 F.2d 90

(8th Cr. 1971). Although a m sleading statenent nmay provide a
“clue” to omtted gross incone, it does not adequately apprise

t he Comm ssioner of the nature and anount of an item Phi nney v.

Chanbers, 392 F.2d 680, 685 (5th Cr. 1968); Estate of Fry v.

Conmi Ssi oner, supra.

When taxpayers’ individual returns contain references to
ot her docunents or returns, those references provide a clue or

serve as notice to the Conm ssi oner. Reuter v. Conmmi ssi oner,

T.C. Meno. 1985-607. Specifically, when a return includes a
reference to a partnership return, “partnership returns are
consi dered together with individual returns to determ ne the

anpunt omtted fromgross incone.” Wite v. Conm ssioner, 991

F.2d 657, 661 (10th Gr. 1993), affg. T.C Meno. 1991-552; see

al so Hoffman v. Conm ssioner, supra at 147. Simlarly, when

taxpayers’ returns include a reference to an S corporation, “the
corporate information return on Form 1120-S nust be consi dered
along with taxpayers’ individual returns in resolving the issue

of adequate disclosure.” Benderoff v. United States, supra at

135; see al so Roschuni v. Conmi Ssioner, supra.

In section 6501(e)(1)(A), the word “return” does not include

anended returns. See Houston v. Conmni ssioner, 38 T.C. 486, 489

(1962); &oldring v. Conm ssioner, 20 T.C. 79, 81 (1953)
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(interpreting simlar |anguage in section 275(c), the predecessor
to section 6501(e)). The period of limtations starts to run
with the filing of the original return, and the filing of an
anmended return does not affect the period of limtations.

| nsul gl ass Corp. v. Commi ssioner, 84 T.C. at 207; Goldring V.

Conmi ssi oner, supra at 82.

| . Di scl osures Under Section 6501(e)(1)(A)(ii)

ERG was a subchapter C corporation that was a taxable
entity. NPl was a subchapter S corporation and as such was a
passt hrough entity that was not taxable. Burton Benson
controll ed the operations of both of these entities.

The Bensons first argue that the determ nations sustained in
our prior opinion were not om ssions of gross inconme but
real |l ocations of reported corporate i ncone and expenses to Burton
Benson as the controlling sharehol der of ERG In particular, the
Bensons argue that NPI’'s Fornms 1120S, U. S. Incone Tax Return for
an S Corporation, including amended Forns 1120S, di scl osed

royal ties, engineering services,® and rents’ that NPl received

5 1n our prior opinion, we found that transfers nade by ERG
to NPl of $483,098 in 1989, $3.6 mllion in 1993, and $160, 063 in
1994 constituted constructive dividends to the Bensons. Benson
v. Comm ssioner, T.C. Menmo. 2004-272.

" In our prior opinion, we held that the Bensons received
constructive dividend i ncome of $40,067 in 1990, $46,560 in 1993,
and $63,444 in 1994 from excess rent paid by ERG for its use of
the Stanford plant. 1d. W also held that the Bensons received
constructive dividend i ncome of $29,400 in 1989, $29,400 in 1990,

(continued. . .)
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fromERG that we found to be constructive dividends to the
Bensons. The Bensons al so assert that ERG s Forns 1120 di scl osed
deductions for paynents, which were found to be constructive
di vi dends to the Bensons.

Respondent argues that the returns of NPl did not adequately
di scl ose the nature and anount of the Bensons’ constructive
di vidend i ncone. Respondent al so argues that disclosures on
anended returns are not relevant to the question of adequate
di scl osure. Respondent al so argues that the corporate returns of
ERG are not rel evant to whether the Bensons nmade adequate
di scl osures on their individual tax returns because ERG was a
taxable entity.

A D scl osures on Anended Returns and ERG Corporate

Tax Returns Are Not Relevant to the Application of
Section 6501(e) (1) (A (ii)

The Bensons argue that the anended returns of NPl disclose
items of gross incone for purposes of section 6501(e)(1)(A)(ii).
Amended returns do not correct the om ssion of incone froman

original return. Houston v. Conm ssioner, supra; Goldring v.

Commi ssi oner, supra. Section 6501(e)(1)(A(ii) requires

respondent to exam ne only the Bensons’ original returns and the
original returns of the passthrough entities listed on their

returns. Any “clues” to omtted gross inconme on the anended

(...continued)
$31,020 in 1993, and $41,736 in 1994 from ERG s so-call ed rent
paynments for the Lowell plant. 1d.



- 12 -
returns of NPl will not prevent the 6-year period of limtations
of section 6501(e) fromapplying to the Bensons’ 1989, 1990,
1993, and 1994 tax years.

Nei t her section 6501(e)(1)(A)(ii) nor the casel aw
interpreting that section requires respondent to exam ne the
corporate returns of ERG in search of “clues” that disclose
i ncone. The Bensons have not cited any authority to support
their contention that the returns of a taxable subchapter C
corporation serve as an adjunct to an individual taxpayer’s
return for purposes of section 6501(e)(1)(A)(ii). Instead, the

Bensons rely on Benderoff v. United States, 398 F.2d 132 (8th

Cir. 1968), and Roschuni v. Conm ssioner, 44 T.C 80 (1965),

whi ch involve the returns of subchapter S corporations. This
Court has explained that the returns of subchapter S corporations
and partnershi ps should be exam ned in conjunction with the

i ndi vidual taxpayer’s return because these entities are

passt hrough entities. See Harlan v. Conm ssioner, 116 T.C at 54

(“when the taxpayers’ tax returns stated taxable income from
partnerships or S corporations, we declared that the information
returns of these pass-through entities would be treated as
adjuncts to, and part of, the taxpayers’ tax returns”); Roschuni

v. Conm ssioner, supra at 85-86. As a subchapter C corporation,

ERG is a taxable entity, it does not have the passthrough aspects

of an S corporation, and it files inconme tax returns, not
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information returns. Therefore, the rationale for treating the
returns of passthrough entities as adjuncts to an individual’s
returns is not present in the case of a subchapter C
corporation’s incone tax return. Respondent was not required to
exam ne the returns of ERG a subchapter C corporation, to
det erm ne whet her the Bensons disclosed itens of gross incone.

B. Di scl osures on Returns Were Not Adequate to Apprise the
Secretary of the Nature and Anmbunt of Omtted | ncone

1. Roval ti es and Engi neeri ng Services

The Bensons argue that the returns of NPl disclosed royalty
and engi neering service paynents from ERG that we previously
found to be constructive dividends to the Bensons. Quoting

Colony v. Comm ssioner, 357 U S. 28 (1958), the Bensons argue

t hat respondent had “no ‘special disadvantage in detecting
errors’” because these itens were disclosed on the corporate
returns. Respondent argues that the returns do not adequately
di scl ose the transfers and m scharacterized the transfers.

A m sl eading disclosure on a return is insufficient to
apprise the Conm ssioner of the nature and anount of an itemfor

pur poses of section 6501(e)(1)(A)(ii). Estate of Fry v.

Conm ssioner, 88 T.C. 1020 (1987). In our prior opinion, we

st at ed:

On or about March 10, 1990, Burton executed as

presi dent of both NPl and ERG a docunent entitled
“Agreenent of Sal e and Exclusive License” (exclusive
license agreenment). The docunent had a retroactive
effective date of July 1, 1987, and a 40-year term
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The docunent purports to sell certain “patent rights”
owned by ERG to NPl and sinultaneously grants ERG an
exclusive license to use the patent rights transferred.
* * * [Benson v. Commi ssioner, T.C Meno. 2004-272,
fn. refs. omtted.].

We found that “the exclusive licensing agreenent was nerely a tax
pl anni ng tool, conpletely lacking in econom c substance. * * *
As the arbitrators found, the pattern of paynent denonstrates
that Burton [Benson] was nerely funneling ERG s profits to NPI.”
Id.

We find that the disclosures of royalties on NPI's returns
were msleading. The returns of NPl failed to disclose that it
received the royalties froma related corporation, ERG or that
Burton Benson acted on behal f of both corporations involved in
the transaction. The returns of NPl failed to disclose that ERG
sold patent rights to NPl and sinultaneously |icensed those
rights back from NPl in the exclusive |licensing agreenent. Al so,
the “royalties” label listed on the returns of NPl was m sl eadi ng
and i nadequate to apprise respondent that the transactions
constituted a tax planning tool conpletely |acking in economc
subst ance.® Because the royalties disclosures in the returns of
NPl were m sleading, they fail to satisfy section

6501(e) (1) (A) (ii).

8 Wth respect to the 1993 royalty paynents, Burton Benson
prepared invoices in response to a neeting with a revenue agent- -
“these invoices were not created contenporaneously wth paynment
and/or the receipt of services.” Benson v. Conm ssioner, T.C
Mermo. 2004-272.
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Simlarly, the Bensons argue that the NPl returns disclosed
engi neering services paid by ERGto NPI. In our prior opinion,
we found:

ERG transferred mllions of dollars to NPl for paynent

of supposed “engi neering services”. However, there is

no evi dence of what services Burton perforned on behal f

of NPl other than his testinony that he provided ERG

w th engineering “know how'. No third party testified

as to what Burton specifically did. There is no

evi dence of how nuch tine he devoted to this endeavor

and whet her the anobunts charged were reasonabl e and

customary. In fact, we infer fromthe evidence that in

conjunction with the exclusive |Iicensing agreenent, the

| abel “engi neering services” was created to achi eve

Burton’s goal of having ERG show a consi stent paper

profit of approxinmtely $75,000. * * *

After reviewing the NPl returns, we find that these returns |ack
any specific reference to engineering services. Additionally,
like the royalties that NPl purportedly received fromERG we
find that any characterization of the ERG transfers to NPl as
paynments for engineering services was m sl eading. Burton Benson
caused ERG to nmake these transfers to NPl for the purpose of

mai ntaining ERG s profits at $75,000. He used the “engi neering

servi ces” explanation to justify these paynents.® W find that

° Like the royalty invoices, the 1993 invoices for
engi neering services were not created contenporaneously with the
al | eged performance of these services: “Burton admtted * * *
that these invoices were created shortly before an audit neeting
with a revenue agent.” Benson v. Conm ssioner, supra.
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this | abel does not reflect the true nature of these transfers.
For purposes of section 6501(e)(1)(A)(ii), we hold that the NP
returns failed to adequately disclose the nature and anounts of
t hese transfers.

2. Rental | ncone

The Bensons al so argue that the returns of NPl disclose the
rents received by NPI, and that the Bensons’ constructive
dividends related to the Lowel |l and Stanford plants were
adequately disclosed on their returns. Respondent contends that
t he di sclosures of gross rental incone reported on the returns of
NPl did not give respondent a clue as to the nature and anounts
of these paynents that we found to be constructive dividends.

We agree with respondent. The returns of NPl reported gross
rental income from“MG Facilities”; however, these returns do
not specifically identify the properties that generated the
rental inconme. The Stanford and Lowell plants were identified
only in NPI's depreciation schedul es.

Wth respect to the Lowell plant, in our prior opinion we
st at ed:

ERG had no contractual obligation to pay Aker’'s rent

obligations. |Indeed, it was, as the arbitrators

concl uded, Aker’s responsibility to pay NPl for the use

of the Lowell plant, which dendon ultimately paid by

virtue of the final arbitration decision. This, of

course, is in accord with what the brothers agreed in

t he unbundling agreenent. G ven that these funds were

transferred to NPI, which the Bensons used for their

personal benefit * * * we find and hold that the
Bensons recei ved constructive dividends in the anpunts
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of the excess rents that ERG paid. [Benson v.
Conm ssi oner, supraj.

We found that the Lowell rent paynents constituted
constructive dividends to the Bensons because ERG made paynents
that it had no contractual obligation to nake. W further found
that the paynment of “rents” by ERG constituted constructive
di vidends to the Bensons. The returns of NPl do not provide any
clues that suggest that ERG s paynents for the Lowell plant
exceeded ERG s |l egal obligation to make those paynents. These
di scl osures did not adequately reveal the nature of these
transfers. Therefore, we hold that the Bensons failed to
di scl ose the constructive dividends received in the form of
purported rent paynents for the Lowell plant.

While the returns of NPl disclosed the receipt of rent for
the Stanford plant, these disclosures were m sl eadi ng because
they did not informrespondent that the paynents exceeded ERG s

contractual rent obligation. |In Benson v. Conm Ssioner, supra,

we st at ed:

The maxi mum nonthly | ease anmount listed in the
unbundl i ng agreenent apparently reflected the product
of an arm s-length negotiati on between the two warring
brothers. Under these circunstances, this is the best
i ndication of the intent of the parties and the val ue
of the use of the property at that tinme. * * * [Fn.
ref. omtted.]

The actual paynents exceeded the nonthly | ease paynents as agreed
upon in the unbundling agreenent. W think that the disclosure

of the rental paynments is m sl eadi ng because an exam ner woul d
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expect that these paynents reflected the nonthly paynents agreed
to during the arm s-length negotiation. Nothing in the returns
of NPI infornmed respondent that NPl received rent paynents from
ERG t hat exceeded the anmobunts that the parties agreed upon in the
unbundl i ng agreenent. W hold that the Bensons did not
adequately apprise respondent of the nature of these transactions
for purposes of section 6501(e)(1)(A)(ii).

We hold that the anended returns of NPl and the corporate
returns of ERG are not adjunct returns for purposes of section
6501(e)(1)(A)(ii). We also hold that the Bensons did not
adequately apprise respondent of the nature and anount of the
transfers fromERG to NPl .10

1. Section 6501(e)--Substantial Onr ssions

In light of our holding on petitioners’ first argunent, the
Bensons concede that the 6-year period of limtations applies to
the 1990 and 1993 tax years. The Bensons argue that they did not
omt in excess of 25 percent of reported incone in the 1989 and
1994 taxabl e years. The Bensons and respondent each offered
cal cul ations for the anmobunts of gross inconme omtted and reported

on the Bensons’ returns.

10 Even if we considered the anended returns of NPl and the
ERG returns we woul d draw t he same concl usi on since the
characterizations of the paynents from ERG to NPl were m sl eadi ng
for the sane reasons.
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The parties cal cul ated the Bensons’ 1989 omtted gross

i ncone as foll ows:

Itens of omtted Anpunt s asserted Anpunt s asserted
gr oss i ncone by the Bensons by respondent
Paynments from ERG to NPI -- $483, 098
Check ref: Carroll $96, 749 96, 749
Aut onobi | e expenses 10, 624 10, 624
Li fe i1 nsurance 2,404 2,404
ERG paynent related to -- 29, 400
Lowel I pl ant
Director’s fees 6, 000 6, 000
Franklin divi dends 193 193
| nt erest/dividend (NPI) -- 861
Royal ty i nconme (1099) 709 709
Reverse royalty incone - - (165, 481)

recharacterized as
constructive dividends
Reverse NPl rental incone -- 2(19, 610)
recharacterized as
constructive dividends
Tot al 116, 679 444, 947

1 Thi s amount represents a negative nunber. Respondent
appears to have reduced the $483, 098 paynent from ERG to NPl by
the amount of NPI’s royalty incone reported by the Bensons on
their 1989 return.

2This anpbunt represents a negative nunber. NPI's 1989 Form
1120S reported its inconme fromgross rental real estate
activities and listed Burton O Benson as a 66. 7- percent
sharehol der. Respondent appears to have reduced the $29, 400 of
omtted gross incone fromthe Lowell plant rent by the Bensons’
pro rata share of the Lowell plant rent ($29,400 x 66. 7% =
19, 609. 8).

The parties assert that the Bensons reported gross incone in 1989

as foll ows:

Items of gross Amount s asserted Amount s asserted
i hcone by the Bensons by respondent
Wages $103, 372 $103, 372

| nt er est 2,505 2,505



Rent s:

3341 Lucile -- 12, 900
3 Arroyo - - 8, 550
189 |vy - - 3. 500
Total gross rents 24,950 24,950
Royal ti es:

Ccci dent al -- 785
Per mai n - - 124
Texaco -- 355
Phil l'i ps -- 59
Exxon -- 5
Walter L. Johnson -- 63
NPI - - 165, 481
Total royalties 166, 872 166, 872
O her incone (NPI) 100, 000 100, 000
Evelyn C. Hernsneir 137, 341 137, 342

partnership
1120-S return of NPI:

ERG Her cul es paynent 483, 098 --
Gross rents 119, 508 79,712
Tot al 602, 606 79,712
Baden Spi el Haus -- 625
partnership

Tot al 1,137, 646 615, 378

The parties cal cul ated the percentage of omtted gross incone in

1989 as foll ows:

The Bensons’ Respondent’ s

cal cul ation cal cul ation
Omtted gross incone $116, 679 $444, 947
Reported gross incone $1, 137, 646 $615, 377
Per cent under st at ed 10. 26 72

1. Ornitted Goss | ncone

The parties agree that the Bensons omtted gross incone of
$116, 679, which consists of: (1) Constructive dividends of
$96, 749 from ERG s paynent of |egal expenses (Check ref:
Carroll); (2) constructive dividends of $10,624 from autonobile

expenses paid by ERG (3) constructive dividends of $2,404 from
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life insurance paynents made by ERG (4) constructive dividends
of $6,000 fromdirector’s fees; (5) Franklin dividends of $193;
and (6) royalty inconme of $709.

The parties di spute whether the paynents of $483,098 from
ERG to NPl (Hercules paynent) constitute omtted gross incone.
On their original 1989 return, the Bensons reported royalty

i ncone of $165, 481 received from NPI. Benson v. Conmi ssioner,

T.C. Meno. 2004-272. |In our prior opinion, we stated:

On or about Novenber 22, 1989, Hercul es and ERG
entered into a nmenorandum of agreenent (MJA), whereby
Hercul es agreed to pay $483,098 as an add-on cost to
i ncrease production of the baffle sets delivered by
ERG The MOA was uni que because it called for Hercul es
to “facilitize” or fund ERG s plant and equi pnment,
the cost of which is normally paid for by the owner of
the plant and equi pnent. Attached to the MOAis
“schedule 17, which lists the equi pnent and their
associ ated prices as contenplated by the MOA. [1d.;
fn. ref. omtted.]

We al so stated that “Burton testified that the ‘engineering
services’ for which ERG conpensated NPl were consulting design
services that he perforned to nmake the Hercul es contract ‘work’.”
Id.

However, the Bensons’ return does not refer to the Hercules
paynent. The Bensons assert that the Hercul es paynent is
di scl osed on the 1989 anended return of NPI. As we held supra,

the 1989 anended return of NPl is not to be considered as a

111t appears that respondent has factored this disclosure
into his calculation as the “Reverse Royalty incone
recharacterized as constructive dividends”.
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di scl osure for purposes of section 6501(e). Therefore, we find
that the Hercul es paynent is omtted gross incone for purposes of
section 6501(e).

The parties al so di spute whether the Bensons omtted from
their 1989 incone tax return $29,400 in constructive dividends
fromthe ERG paynents related to the Lowell plant. As we found
supra, the 1989 return of NPl provided a m sl eadi ng disclosure
because the return did not reveal that NPl paid rent for the
Lowel | plant even though it did not have a contractual obligation
to make any rent paynents. NPlI’'s return failed to adequately
appri se respondent of the nature of this incone for purposes of
section 6501(e) (1) (A (ii); therefore, the $29,400 of constructive
dividends is omtted gross incone. ?

Respondent’s cal cul ati on of the Bensons’ omtted gross
i ncone included “Interest/Dividend (NPI)” inconme of $861. 1In his
brief, respondent failed to explain why this anount constituted
omtted gross incone. W wll not include the $861 of
“interest/dividend (NPI')” inconme in our calculation of the
Bensons’ omtted gross incone.

For purposes of applying section 6501(e), we hold that the

Bensons om tted gross incone of $444,6086, item zed as foll ows:

2 1n the “reverse rental incone recharacterized as
constructive dividends”, it appears that respondent reduced the
omtted gross inconme in an anount equal to the Bensons’ pro rata
share of the Lowell plant rent.



Itens of omtted Anpbunts omtted
gr oss i ncone by the Bensons
Paynments from ERG to NPI $483, 098
Check ref: Carroll 96, 749
Aut onobi | e expenses 10, 624
Li fe i1 nsurance 2,404
ERG paynent related to 29, 400
Lowel I pl ant
Director’s fees 6, 000
Franklin divi dends 193
Royal ty i nconme (1099) 709
Reverse royalty incone (165, 481)

recharacterized as
constructive dividends
Reverse NPl rental incone (19, 610)
recharacterized as
constructive dividends
Tot al 444, 086

! Thi s amount represents a negative nunber.

2. Reported G oss | nconme

The parties agree that the Bensons reported gross incone of
$535, 041, which consists of: (1) Wages of $103,372; (2) interest
i ncome of $2,505; (3) rental incone totaling $24,950; (4) royalty
i ncone totaling $166,872; (5) other income from NPl of $100, 000;
and (6) incone fromthe Evelyn C. Hernsneir partnership of
$137,342. 2 Additionally, respondent concedes that the Bensons

reported i ncome of $625 fromthe Baden Spiel Haus partnership.

13 The Bensons assert that their 1989 return reported incone
of $137,341 fromthe Evelyn C. Hernsneir partnership. Respondent
argues that the Bensons reported $137,342 on their return from
the Evelyn C. Hernsneir partnership. W wll calculate the
Bensons’ reported gross inconme using respondent’s figure, as it
is nore favorable to the Bensons than their own cal cul ati on.
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The parties disagree as to the anount of the Bensons’
reported gross inconme fromNPlI’s 1989 Form 1120S. The Bensons
argue that the Hercul es paynent of $483,098 was reported on NPI’'s
anmended 1989 Form 1120S, and that the entire $119,508 of gross
rental income reported on the 1989 return of NPl should be
included in the Bensons’ reported gross inconme. Respondent
argues the Bensons reported only their pro rata share of NPI’'s
reported gross inconme on its original 1989 return.

As we found supra, the Hercul es paynent was di scl osed only
on the anended return of NPI, not the original return. Because
“return” in section 6501(e)(1)(A) does not include anended

returns, see Houston v. Commi ssioner, 38 T.C. at 489; Goldring V.

Commi ssioner, 20 T.C. at 81, the Hercul es paynent is not included

in the Bensons’ reported gross incone.

W al so disagree with the Bensons that the entire $119, 508
of NPI's reported inconme fromreal estate activities is included
in their reported gross incone. For purposes of section
6501(e) (1) (A, taxpayers’ reported gross incone includes their
pro rata share of gross inconme from passthrough entities, such as

an S corporation. Benderoff v. United States, 398 F.2d at 135;

Roschuni v. Conmmi ssioner, 44 T.C. at 85-86. On its original 1989

Form 1120-S, NPl reported gross inconme fromreal estate
activities of $119,508, and |listed Burton O Benson as a 66. 7-

percent sharehol der of NPI. Therefore, we find that the Bensons’
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1989 reported gross incone includes their pro rata share of NPI’s
reported gross inconme, which equals $79, 712 (66.7 percent of
$119, 508) .
For purposes of applying section 6501(e), we hold that the
Bensons’ reported gross inconme of $615,378 on their 1989 return,

which is item zed as foll ows:

Items of gross Amount s reported
i hcone by the Bensons
Wages $103, 372
| nt er est 2,505
Rental incone 24,950
Royal ti es 166, 872
Q her incone (NPl Sal ary) 100, 000
Evelyn C. Hernsneir 137, 342
partnership
1120-S return of NPI 79,712
Baden Spi el Haus 625
partnership
Tot al 615, 378

3. 25-Percent On ssion

W hold that the Bensons omitted 72 percent!* of their
reported gross inconme in 1989; therefore, the 6-year period of
limtations applies to their 1989 tax year as provided by section
6501(e) (1) (A).

B. 1994

The parties contend that the Bensons omtted gross incone in

1994 as fol |l ows:

14 $444,086 / $615, 378 equals 71.641 percent.
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Itens of omtted Amount s asserted Anmpunts asserted
gr oss i ncone by the Bensons by respondent
ERG recreati on account $2, 698 --
Ali ce Lane--property taxes 8, 196 - -
Aut onobi | e expenses 14,723 --
Director’s fees 37, 000 - -
Est her Benson check 12, 000 - -
Townsend check 15, 000 - -
Travel expenses 26, 690 - -
Legal expenses 34, 159 - -
Enpl oyee relation’s fund 44, 027 - -
Educati on expenses 9, 166 --
Li fe i nsurance 4,781 - -
Addi tional dividends 586 - -
Tot al 119, 026 $399, 826

1 On brief, respondent failed to iteni ze the Bensons’ 1994
omtted gross incone and provided only the total anmount of the
Bensons’ omtted gross incone.

2]1n Benson v. Commi ssioner, T.C. Meno. 2004-272, we held
t hat Burton Benson received constructive dividend i ncone of
$3,889 fromtravel expenses. W will use this anpbunt to
cal cul ate the Bensons’ omtted gross incone.

% In Benson v. Conm ssioner, supra, we held that Burton
Benson received constructive dividend i ncone of $4,033 from | egal
expenses paid by ERG W w |l use this anmount to cal culate the
Bensons’ omtted gross incone.

“ In Benson v. Conmmi ssioner, supra, we held that the Bensons
recei ved constructive dividend i ncone of $3,035 from anmounts paid
by ERG for the enployee relation fund. W will use this anount
to cal cul ate the Bensons’ omtted gross incone.

The parties argue that the Bensons reported gross incone in 1994

as foll ows:

Items of gross Amount s asserted Amount s asserted
i hcone by the Bensons by respondent

Wages $196, 000 $196, 000
| nt er est 7,105 7,105
Less: Baden Spi el Haus -- 1(4)
fl owt hr ough i nterest

Less: Hernsneir partnership - - 1(411)
fl owt hr ough i nterest

D vi dends 29, 327 62, 748

Less: NPl flow hrough - - (62, 735)



di vi dend i ncone

Capital gain 492 492
di stributions
Taxabl e refunds - - 29, 327
Rent s:
3341 Lucile - - 14, 976
3 Arroyo -- 12, 480
266 Elsie Drive - - 8, 700
Total rents 36, 156 36, 156
Royal ti es:
Ccci dent al - - 785
Sun - - 363
Scurl ock - - 192
Total royalties 281, 372 1, 340
O her inconme (NPl Sal ary) 200, 000 200, 000
Evel yn Hernsneir 100, 620 100, 620
partnership
1120-S return of NPI:
Gross sal es - - 50
Royal ti es 160, 063 160, 063
G oss rents 200, 605 200, 605
Di vi dends - - 125,470
Total NPl incone 360, 668 486, 188
Bensons’ share of - - 243, 094
NPl i ncome
Bensons’ share of - - 579
Baden Spi el Haus
partnership
Tot al 1,011, 740 814, 311

! This ampbunt represents a negative nunber.
2 Thi s anmount includes royalties received from NPI

The parties cal cul ated the percentage of omtted gross incone in
1994 as foll ows:

The Bensons’ Respondent’ s

calcul ation calcul ation
Oritted gross incone $119, 026 $399, 826
Reported gross incone $1, 011, 740 $814, 310

Per cent under st at ed 11. 76 49
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1. Ornitted Goss | ncone

We disagree with the Bensons’ cal culation of 1994 omtted
gross incone. The Bensons concede that they omtted gross incone
of $119,026 fromtheir 1994 return. For the reasons discussed
supra, we also find that the Bensons’ omtted gross incone
i ncludes the $160, 063 transferred fromERG to NPI, the excess
rent of $63,444 received for the Stanford plant, and the rent of
$41, 736 received for the Lowell plant.

Respondent provided only the total figure for the Bensons’
omtted gross inconme in 1994. 1In his calculations of omtted
gross incone in 1989, 1990, and 1993, respondent reduced the
total omtted gross incone by anounts described as “Reverse * * *
i ncone recharacterized as constructive dividends”. |n our
calculation, we credit the Bensons wwth a “reverse” of the
paynment fromERG to NPl that is recharacterized as constructive
di vi dends of $80, 032 because the Bensons reported this anount on
their 1994 return.

The 1994 return of NPl included gross rents of $200, 605.
Because the return does not item ze the properties that generated
this income, we assune that the rents received fromthe Lowell
and Stanford plants are included in NPI's total gross rents. In
calculating omtted gross incone, we wll credit, or “reverse”,

t he Bensons’ pro rata shares of rental inconme fromthe Lowell and

Stanford plants. In other words, the “reverse” ensures that the
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rental inconme recharacterized as constructive dividends counts as
omtted gross inconme of the Bensons only to the extent that this
i ncone exceeds their pro rata share, which was disclosed on the
Bensons’ return. W credit the Bensons with a “reverse” of
$20,868 for the Lowell plant rent!® and $31, 722 for the Stanford
pl ant rent that has been recharacterized as a constructive
di vi dend.

In our prior opinion, we held that the Bensons had
cancel I ati on of indebtedness income of $88,291 in 1994. Benson

V. Conm ssioner, T.C. Menob. 2004-272. On brief, the Bensons make

no argunent that this cancellation of indebtedness inconme was

di sclosed on their 1994 return. Furthernore, in our exam nation
of the Bensons’ 1994 return, we have not found any statenent that
provides a clue to or discloses the cancellation of indebtedness.
For purposes of section 6501(e)(1)(A), we find that the
cancel I ati on of indebtedness inconme of $88,291 constitutes
omtted gross incone to the Bensons in 1994.

Next, we find that the Bensons omtted from gross incone
constructive dividends of $1,072 received fromthe Franklin
account. In our prior opinion, we stated that “on his 1994
return [the Bensons’ son] Eric reported dividend incone from

Franklin account #1 of $1,072." Benson v. Conmi ssioner, supra.

15 $41, 736 x 50% = $20, 868
16 $63, 444 x 50% = $31, 722
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We held that the Bensons received additional dividend inconme of
$1,072 in 1994 because “Despite the fact that Eric reported the
anmount credited on his 1994 return, the dividends are clearly
attributable to the Bensons and shoul d have been reported by
them” 1d. W find that the disclosure of the 1994 Franklin

di vidend on the return of Eric Benson, the Bensons’ son, does not
satisfy the disclosure requirenent of section 6501(e)(1)(A)(ii).

See Geenway v. Conm ssioner, T.C Meno. 1987-4 (“Reporting of

that income on their children’s returns, and petitioners paynment
of taxes owed on it, does not satisfy the section
6501(e) (1) (A)(ii) requirenent that the om ssion be ‘disclosed in
the return, or in a statement attached to the return, in a manner
adequate to apprise the Secretary of the nature and anount of
such item’").

For purposes of applying section 6501(e), we hold that the
Bensons’ omitted gross inconme in 1994 equal s $337,092, which is

item zed as foll ows:

Itens of omtted Amounts omtted

gr oss i ncone by the Bensons
ERG recreation fund paynments $2, 698
Ali ce Lane--property taxes 8,196
Aut onobi | e expenses 14, 723
Director’s fees 37,000
Est her Benson check 12, 000
Townsend check 15, 000
Travel expenses 3, 889
Legal expenses 4,033
Enpl oyee rel ati on’s expenses 3,035
Educati on expenses 9, 166

Li fe i nsurance 4 781



Addi ti onal divi dends 586
ERG transfers to NPI 160, 063
Reverse of paynents from ERG (80, 032)

to NPl incone recharacterized as
constructive divi dends

ERG paynent related to 41, 736
Lowel I pl ant
Reverse Lowel |l plant rental (20, 868)

i ncone recharacterized as a
constructive dividend

ERG paynent related to 63, 444
Stanford pl ant
Reverse Stanford plant rental (31, 722)

i ncone recharacterized as a
constructive dividend

Cancel | ati on of i ndebtedness 88, 291
i ncone

Frankl i n account 1,072
Tot al 337,092

! Thi s amount represents a negative nunber.

2. Reported Gross I ncone and 25-Percent Oni SSion

The parties agree that the Bensons reported gross incone of
$533,268 in 1994, which consists of: (1) Wages of $196, 000; (2)
capital gain distributions of $492; (3) rental inconme of $36, 156;
(4) $200,000 of “other incone” or salary fromNPI; and (5) incone
of $100, 620 fromthe Evelyn Hermsneir partnership. |n addition,
respondent concedes that the Bensons’ reported a taxable refund
of $29, 327 and $579 fromtheir share of Baden Spi el Haus
partnership incone. The parties dispute the followng itens of
reported gross inconme: (1) Interest incone; (2) dividend inconeg;
(3) royalty incone; and (4) NPl incone.

The parties agree that the Bensons reported interest incone

of $7,105 on their 1994 return. However, respondent’s
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cal cul ation of the Bensons’ interest incone reduces the total
interest income by $4 of interest received from Baden Spiel Haus
and $411 of interest received fromthe Evel yn Hernsneir
partnership. W agree with respondent’s cal culation. The
Bensons’ reported gross incone includes incone that they received
fromthe Baden Spiel Haus and Evelyn Hernmsneir partnerships. |If
their interest inconme were not reduced by the anpbunt of interest
i ncone received fromthese two partnerships, the Bensons’
reported gross incone would include this interest incone tw ce.
We find that the Bensons’ reported interest incone of $6,690 for
1994,

On brief, the Bensons assert that they reported dividend
i ncone of $29,327 in 1994.' Respondent cal cul ated the Bensons
reported dividend income as totaling $62, 748 and reduced this
amount by $62, 735, which represents the anount of dividend income
that the Bensons received fromNPlI. Because their share of NP
inconme wll be calculated separately, including the NPl dividend
inconme as a portion of the Bensons’ dividend i ncone would include
this itemtwice. W agree with respondent and find that the
Bensons reported dividend incone of $13 in 1994,

As with the dividend inconme, the parties dispute the

Bensons’ reported royalty incone. The Bensons calculated their

7 The Bensons’ 1994 return reports a taxable refund of
$29,327. It appears that they m stakenly listed the reported
taxabl e refund as a divi dend.
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reported royalty income as $81, 372, which includes $80, 032 of
royalties received fromNPlI. Respondent asserted that the
Bensons reported royalty incone of $1,340; the cal cul ati on does
not include the royalties received fromNPI. As with the
di vidend i nconme, we agree that the NPl royalties should not be
included in the Bensons’ royalty inconme to avoid the inclusion of
this income twwce. W find that the Bensons reported royalty
i ncone of $1,340 in 1994,

Wth respect to the Bensons’ share of NPl incone, we agree
wi th respondent’s cal cul ation. As we discussed supra, the
Bensons’ reported gross incone includes their pro rata share of
gross incone fromNPlI. The 1994 return of NPl reports total
i ncome of $486, 188, which consists of: (1) G oss receipts or
sal es of $50; (2) royalties of $160,063; (3) gross rents of
$200, 605; and (4) dividend income of $125,470. That return al so
lists Burton O Benson as a 50-percent shareholder. Therefore,
we agree with respondent that the Bensons’ reported gross incone
includes their share of NPI’s incone, which is $243, 094.

For purposes of applying section 6501(e), we hold that the
Bensons reported gross incone of $814,311 in 1994, which is

item zed as foll ows:

Itenms of reported Amount of reported
gr oss i ncome gr oss i ncome

Wages $196, 000

| nterest incone 6, 690

Di vi dends 13



Capital gain 492
di stributions

Taxabl e refunds 29, 327
Rent s 36, 156
Royal ti es 1, 340

O her incone (NPl Sal ary) 200, 000
Evel yn Hernsneir 100, 620
partnership

Bensons’ share of 243, 094
NPl i ncome

Bensons’ share of 579

Baden Spi el Haus
partnership
Tot al 814, 311
The Bensons have omtted nore than 25 percent of their reported
gross incone in 1994, 18
Even assum ng that the Bensons correctly cal cul ated the
anount of reported gross incone as $1, 011, 740, they have om tted
nore than 25 percent of the reported gross incone in 1994.1° W
hold that the 6-year period of limtations applies to the
Bensons’ 1994 tax year as provided by section 6501(e)(1)(A).

[11. Concl usion

In conclusion, we hold that the Bensons omtted from gross

i ncone anounts that exceed 25 percent of their reported gross

18 $337,092 / $814, 311 equal s 41.396 percent.
19 $337,092 / $1,011, 740 equal s 33.318 percent.
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i ncone in 1989, 1990, 1993, and 1994. Therefore, the 6-year
period of limtations provided by section 6501(e)(1)(A applies
in each of these years.
To reflect the foregoing,

Decisions will be entered

under Rul e 155.




